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FEDERAL RESERVE BANK OF NEW YORK 


February 5, 1959 


To the Member Banks in the 
Second Federal Reserve District: 


I am pleased to send you a brief sketch of the economic 
highlights of 1958 as seen from the vantage point of this Bank. 
As its title Perspective on 1958 suggests, this report 
undertakes to provide a summary of developments in the year 
and to relate them to some of the events of preceding years. 
In the interest of readability, no attempt has been made to 
include all of the qualifications of language that would 
be appropriate in a more formal publication. In a sense, 
Perspective on 1958 may be considered an informal supplement, 
primarily intended for the use of our member banks and our 
own staff, to our regular Annual Report. If additional copies 
are desired, we shall be glad to supply them. 


We expect to release within a few weeks’ time our 
Annual Report for 1958, which will as usual examine economic 
and policy developments in much greater detail and with 


greater precision. | 


ALFRED HAYES 
President 
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HE American economy in 1958 went through the sharpest recession 

since World War II, but by the year end had already surged back to 
about the previous peaks of income and output reached in 1957. Partly 
because the preceding boom had been restrained instead of rampant, the 
correctives and stabilizers coming into play during the recession period 
operated swiftly and with powerful force. Needless to say, 1958 was a 
crowded year for the Federal Reserve and the other agencies trying to de- 
velop policies that. would limit the decline, and then encourage economic 
expansion, without at the same time lighting the fuse for an upward burst 
in prices. 
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As we moved into 1959, many problems still remained. The impressive 
totals of record income and consumption provided no comfort to the more 
than four million workers remaining unemployed. And even though expand- 
ing business activity promised soon to enlarge employment further, any 
attempt to hasten the process by injecting artificial credit stimulants would 
push up the cost of living for everyone. 


A Sharp but Short Recession. While the 

A business recession that began during the summer of 1957 
and ended in the spring of 1958 was the sharpest since 

\ World War II, it was also the shortest. For eight months, 


\ through April 1958, business activity fell month after, 


month. Then, abruptly, recovery set in. From May through 
the year end the economy expanded rapidly, except for a little delay during 
the fall because of long strikes in the auto and some other industries. 
Chief among the forces that brought on the recession in 1957 was the 
drop in business spending on new plant, new equipment, and inventories. 
As the new plant and equipment 
ordered during the boom in 1955 and INDUSTRIAL PRODUCTION 
1956 was installed, industry’s capacity 
to produce caught up to, and then 
pulled ahead of, demand. As sales in- '4°/- 
creases slowed and then halted, the 
incentive to add still more capacity 
weakened. Furthermore, with supplies 30 
now ample to meet foreseeable needs, 
businessmen began to reduce the in- '75 
ventories they had accumulated as a =f 
hedge against possible shortages and 
price increases. ns ) 90 
The sharp decline in business spend- 
ing on plant, equipment, and inventory compelled many industries to cut 
back production and to lay off workers. This, of course, reduced consumer 
demand and further lessened businessmen’s profits and their inclination to 
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expand. Over and beyond this, the declining trend of sales made even the 
reduced inventories appear much too large, and to work off the extra stocks 
production had to be cut back much more sharply than sales. Business 
spending on new plant and equipment continued to decline for most of 


Billions of dollars 
PLANT AND EQUIPMENT 
40 EXPENDITURES 


35 


30 


25 Adjusted annual rates 


Billions of dollars 


AUTO SALES 
20 


15 


10 Adjusted annua! rates 


Billions of dollars 


1958, and when it turned up 
toward the end of the year the 
improvement was very modest. 

Soon after business spending 
began to decline, consumer 
buying of durables also fell off. 
Indeed, the sharp drop in auto 
sales and the smaller but still 
sizable declines in sales of 
other “big ticket” items, such 
as TV and refrigerators, were 
probably the best publicized 
aspects of the recession. Auto 
sales hit bottom in January and 


*° EXPORTS February and stayed there un- 
til the 1959 models became 
available in November. After 
the new models came out, sales 
improved a great deal but still 
remained somewhat short of 
the 1957 pace. Family income 
was at record levels but, because of unemployment, higher prices, and 
the debts they owed, people evidently still could not afford, or were not in 
the mood, to buy so much in the way of durable goods as in the years 
preceding. 

One other major factor contributing to the recession was the fall in our 
export sales, which was just about as big as the drop in the dollar volume 
of auto sales. And while exports leveled off in the spring, they recovered 
only’ slightly during the rest of 1958. Of course, much of the drop in our 
exports was just a return to more normal levels, following the windfall rise 
resulting from the disruption of other regular sources of supply by the 
closing of the Suez Canal in late 1956. Also, the big boom abroad that had 
paralleled or exceeded our own was tapering off, bringing about a moderate 
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general reduction in world trade. In the United States market, however, 
foreign products on the whole continued to do well, despite the recession. 


Total imports scarcely declined, 


and some consumer goods imports—of luxury 


as well as “economy” items—increased. Auto imports reached a record 


400,000 cars. 


failed to give 
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Sources of the Recovery. If business invest- 
ment in plant and equipment, auto sales, and exports all 


the economy any really big boost, what then 


J were the sources of the recovery? They are to be found 


uf elsewhere: in sharply rising government spending, in in- 
creasing home building, in strong consumer demand for 


food and other regular (as op- 
posed to “once-in-a-while” ) 
purchases, and in a stabiliza- 
tion of inventories. 

For many businesses, lower 
sales to other firms and to 
consumers were offset at least 
partly by higher sales to Fed- 
eral, State, and local govern- 
ments. And for many people 
who lost their jobs in private 
industry, the drop in income 
was partly made up by unem- 
ployment insurance, social se- 
curity, and other government 
benefit payments. In addition, 
State and local governments 
continued to hire new people 
throughout the recession. 

Federal military ordering 
was stepped up sharply begin- 
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ning late in 1957, following an overhauling of military spending programs 
and Russia’s launching of the “sputnik”. Federal spending on farm and 
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housing programs was also stepped up, partly under special anti-recession legis- 
lation, and Congress voted the armed forces and the civil service a pay increase. 
Spending by State and local governments rose substantially, too, notably on 
highways (helped by Federal money) and education. The lower bond interest 
rates during the first part of 

the year, reflecting the drop in a 
business borrowing and the 20 
easing of Federal Reserve 9 — 
credit policies, made it easier 1s — 
for local governments to 
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finance these projects. RESIDENTIAL 
Easier money and Federal 4 
assistance also helped to re- Adjusted 


annual rates 
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verse the decline in home build- 
ing which accompanied the re- 
cession. From April on, housing 
starts surged forward, pro- 
viding a major boost in demand 
for the hundreds of products Rs 
that go into apartment build- 
ings and homes. Later, as new 
houses were sold — frequently 
on low-interest, low-down- 
payment, long-term mortgages 
—————, insured by the Government — 
demand for new household 
appliances also strengthened. 
Chiefly because of the em- 
ployment generated by the rise 
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a in government purchases and 

in home building, and because 

ee of the large government benefit 
payments that enabled many of 

onnainies the unemployed to keep their 


heads financially above water, 
total personal income hardly 
declined at all during the 
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recession. Indeed incomes began to rise in March, when business was still 
going down. In July personal income surpassed its previous record rate of 
$352 billion a year, and by the year end it had risen to about $360 billion. 
The result was that, while people cut down on big purchases, they 
maintained their buying of other goods and services — even though some 
prices rose further. In fact, except dur- 
ing the worst of the recession, sales of 
food and essential services continued 
to rise, reflecting the growth of the 
NONDURABLES 
population. AND SERVICES 
Consumer spending on food and a 
other more or less essential items, gov- 
ernment buying, and outlays on home 
building, added together, account for 
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activity. Throughout the recession this 
large chunk of business activity held 
firm, in the aggregate. Then, when the total of these outlays once more began 
to increase rapidly, recovery was touched off in the whole economy. 

A final, but crucial, source of demand still remains to be considered— 
business demand for inventories. The largest factor in the recession, dollar- 
wise, was the rapid rate at which businesses were reducing their inventories; 
in the first quarter of 1958 such liquidation reached the unprecedented rate 
of $914 billion a year. In other words, 
current sales were to this extent not 
resulting in any current output or 
employment—instead, the goods were 
coming “off the shelf’. This tremen- 
dous rate of liquidation could not last 
forever, especially since, as we have 

_Adwsted | seen, about two thirds of the total 

' volume of sales was hardly affected by 
the recession. 

And because the rate of inventory 

liquidation had been so fast, the stimu- 

“adjusted. lus to production as inventories stabi- 

1957 1958 lized was correspondingly large. The 
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effect on the steel industry was particularly dramatic. Largely reflecting swings 
in customers’ inventory policies, steel production dropped from over 90 
per cent of capacity in early 1957 to under 50 per cent in early 1958, but 
then bounced back to 75 per cent in the closing months of the year. 


Unemployment Remains High. In one major 
respect, however, the recovery was incomplete. The number 
of new jobs rose much less quickly than production. At the 
end of 1958, production was about the same as in mid- 
1957, but employment was substantially lower. Further- 
more, with the population growing, more people were look- 
ing for work. Toward the year end, 6 per cent of the nation’s labor force was 
unemployed and in ten of the twelve major industrial areas in this Federal 
Reserve District unemployment was as 
high or higher. During 1955-57, the 
national average was a little over 4 OUTPUT AND EMPLOYMENT 
per cent, and it was only about 3 per __ Billions of 1957 dollars Millions of persons 
cent during 1951-53. 

Recessions always spur businessmen 
and workers to find ways of pro- 
ducing more and at lower costs. In ‘7° 
1958, the progress in efficiency was 
especially rapid. After two years of 400 
subnormal gains in productivity, the 
fruits of the enormous investment in  ,,, Cee 
modern equipment made over the pre- 
ceding years were finally being reaped. 
The result was that the recovery provided relatively few new jobs, and 
especially few jobs for manual workers, who suffered most in the recession. 

But despite rapidly rising productivity, ample capacity, and relatively 

high unemployment, prices and wage rates rose, though more slowly 
than before. Higher food prices were responsible for about half the upward 
push on the cost of living. Demand for food was strong. Poor weather cut 
into the fruit and vegetable crops. And farmers were building up their cattle 
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herds rather than sending the meat to Per cent 
market. CONSUMER PRICES 
Most of the rise in the cost of living —_130 

occurred early in the year, when the 
business situation was still deteriorat- 
ing. Later, when recovery got under 120 TOTAL 
way, prices leveled off. This anomaly FOOD 
resulted from the large seasonal fluctu- u 
ations in food prices, which ordinarily "0 
rise in the first part of the year and ,,, 
decline in the autumn. Prices for items eal 1958 
other than food were nearly stable dur- 
ing early 1958, on balance. Prices of 
services, such as medical care, continued to rise, but manufactured goods 
became a bit cheaper. Later, after the recovery started, some manufacturers 
began to raise prices, particularly for metals and metal products, and these 
increases were soon passed on at the retail level. 

The 1957-58 experience raises a question of serious concern: If prices 
don’t go down during recessions, and if they then rise as soon as business 
improves, how can inflation be prevented? 


OTHER 
125 


1947-49-100 


Fed Policy and Action. While the recession held 
sway, the Federal Reserve’s choice of the proper road to 
take was comparatively easy. Credit had to be made more 
readily available to help the economy get headed upward. 
Of course, business and consumer demand for credit was 
declining, as both these sectors reduced their spending. On 
the other hand, an ample supply of funds was most useful in creating ready 
markets for mortgages and for school and other municipal bonds. Indeed, 
mortgage credit rose more than in 1957, and the volume of municipal securi- 
ties flotations jumped to an all-time record. 

Furthermore, although private borrowing fell off, Government borrow- 
ing rose. The sharp rise in Federal spending, coupled with the loss in tax 
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Oittions of deters revenues resulting from lower incomes 
*° TREASURY CASH and profits, opened up a yawning defi- 
INCOME AND cit that had to be covered by additional 
~ Treasury borrowing. This borrowing 
could best be accomplished by enabling 
the commercial banks to expand their 
Government securities portfolios, there- 
by interfering as little as possible with 
the availability of credit to other bor- 
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rowers. 
Fiscal years ended June 30 
“ 1959 dato estimated With this goal in mind, Federal 
1956 1957 1958 1959 Reserve operations in the first half of 


the year were designed to provide the 
banks with a substantial volume of excess reserves. The biggest step in that 
direction was the release of nearly $1'% billion in bank reserves through 
reductions in reserve requirements. The Federal Reserve also bought large 
amounts of Government securities, and discount rates were cut several times. 
Short-term interest rates dropped sharply until midsummer, and long-term 
rates which had already fallen considerably in late 1957 came down a 
little further. 

After November 1957, as interest 

rates fell, bonds were in heavy demand, re" 
many purchases being made in antici- 
pation of capital gains—in part on thin 
or nominal margins. Toward early 3 
summer, however, it began to be ap- 
parent that the business situation had 
turned for the better. It was expected 2 
that, with private borrowing soon to be 
starting upward and Federal Reserve 
policy becoming less easy, interest rates 
would also go up and bond prices would porerdorrrorrnrnngt 
fall. These expectations, crystallizing 
suddenly as such shifts in sentiment 
often do, brought on a wave of selling which drove bond prices down so 
fast it threatened to disrupt the market altogether. In view of the resulting 
conditions in the Government securities market, the System made sub- 
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stantial purchases of Government se- Billions of dollars 
curities—including longer term securi- *° gaNK CREDIT 

ties and the “rights” in a Treasury TOTAL 
refunding, neither of which ordinarily '° ee 
is included in System transactions. The 
reserves created by these purchases 
were promptly reabsorbed, however, 


by other sales. There was no financial , a 
y BANK LOANS 

panic; no disruption of the emerging * 

economic recovery. Changer 


since the 


By late August, the business situa- INVESTMENTS end sf 1956 
tion had so improved that it no longer 1957 1958 
seemed appropriate to keep the banks 
flush with reserves. Discount rates were raised late in the summer and again 
in midautumn. For the last four months of the year, the Federal Reserve 
managed reserve positions so that the banks, while still able to make credit 
readily available for the seasonal and growth needs of the economy, would 
not, in the face of expanding demands, be tempted to create new money 
at an inflationary rate. For the year, commercial bank credit expanded 
by a record amount, largely reflecting increases in bank holdings of Treasury 
obligations early in the year. 


The International Picture. The United States 
recession had remarkably little adverse effect abroad. 
Indeed, the steadiness of our imports and of the flow of 
United States capital abroad played a significant part in 
preventing serious declines in business activity in other 
countries, and in enabling them to take major steps toward 
making their currencies convertible into dollars—long a goal of United States 
policy. Their borrowing here, in our easier credit markets, was indeed the 
greatest of any postwar year. Meanwhile, as already noted, our exports fell 
off. As a result, a number of foreign countries, mainly in Europe, acquired 
considerably more dollars from the United States than they spent here. As it 
happens, most of these countries traditionally have invested any excess dollars 
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in gold, and their purchases of gold from the United States in 1958 reduced 
our gold stock by $214 billion. Despite this decline, however, our gold stock 
remains at over $20 billion, more than half the free world’s total supply and 
far more than enough to meet any foreseeable contingency. 


And 1959? The economy headed into the new year 
moving at a pretty fair clip. But there were still questions 
as to whether some parts of the economic engine weren't 
being overworked while others might still be in need of 
repair. As noted before, most of the fuel for the 1958 
recovery came from government spending, easy money, 
and the ending of inventory liquidation. These are helpful developments in 
turning around a recession but they can’t provide the stimulus for sustained 
long-run growth. 

As of the end of 1958, business buying of new plant and machinery 
and consumer buying of durable goods were recovering, but relatively slowly. 
Of course, as sales, profits, and employment expand, such buying could catch 
on at any time. The real driver of the American economy is the consumer, as 
he should be, and his steady performance through 1958 provided strong 
assurance for progress through 1959. With the economy again expanding 
into new zones, though, his exposure to an old menace might also increase: 
the menace that the average man might lose, through inflation, his share of 
the country’s growing product. The Federal Reserve, concerned not only 
about its role in restraining inflation but also about its role in promoting 
sustained growth, could expect to have its hands full in 1959. 


About this Bank. As every year, we participated 
actively in the setting of credit policy, a job which is the 
joint responsibility of the Board of Governors in Washing- 
ton and the Reserve Banks. The Bank, because of its 
strategic location in the heart of the nation’s money market, 
also has the special assignment, under the direction of 
the Federal Open Market Committee, of buying and selling Government 
securities on behalf of the whole Federal Reserve System. 
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This Bank, as do the eleven Billions of dollars 


other Reserve Banks, makes AGGREGATE VOLUME 
_ 30 LOF MEMBER BANK 
loans to member banks, for a 


° 


FROM 
THIS BAN 


few days at a time, to help 
tide them over temporary ,, 
strains on their reserve posi- 
tions. Because of the large vol- 
ume of reserves released by '®>—— 
Federal Reserve action during 
the first part of the year, such 


borrowings were considerably — 
smaller in 1958 than in 1957. 

Besides helping to make and carry out credit policy, the Reserve 
Banks act as the Treasury’s banker, taking care of the myriad mechanical 
details of issuing, exchanging, and retiring the huge volume of Government 
securities. This Bank—on behalf of all the Reserve Banks—also serves as 
banker for some eighty-odd foreign central banks, governments, and inter- 
national institutions. In addition, the Federal Reserve does a number of vital 
housekeeping chores for the banking system and the public that require 
round-the-clock efforts by skilled personnel. The Reserve Banks help collect 
payment for many of the checks people write, transfer funds and Govern- 


ment securities around the country by mail and by wire, and distribute 


currency and coin to the commercial banks. 

The figures involved stagger the imagination. Last year, “this Bank alone 
processed over 600 million checks, amounting to $420 billion. It transferred 
$700 billion of money and securities by mail or wire. It counted and sorted 
close to 114 billion pieces of paper money and over 2 billion coins. And it 
handled $500 billion worth of Government securities. 

The Bank’s expenses in 1958 amounted to $28 million as against income, 
mainly interest on its large portfolio of Government securities, of $188 
million. Of the $160 million net earnings, $6 million was distributed to 


member banks as the dividend provided by law and $15 million was added 


to surplus. What was left — more than $138 million, or nearly 90 per cent 
of net earnings — as usual was paid to the United States Treasury. Federal 
Reserve operations, while conducted in a businesslike manner, never have 
profit as the objective. They serve only one purpose: to contribute to the 
smooth functioning, stability, and growth of the economy: 
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